ST 99-0242-G L 07/26/1999 TELECOMMUNI CATI ONS EXCI SE TAX

"Gross charges" means the anobunt paid for the act or privilege of
originating or receiving telecomunications in this State and for all
services and equipnment provided in connection therewith by a retailer,
val ued in noney whether paid in noney or otherw se, including cash, credits,
services and property of every kind or nature, and shall be determned
wi t hout any deduction on account of the cost of such tel ecomrunications, the
cost of materials wused, |labor or service costs or any other expense
what soever. See 86 IIl. Adm Code 495.100. (This is a GL).

July 26, 1999

Dear M. XXXXX:

This letter is in response to your letter dated May 17, 1999. The nature of
your letter and the information you have provided require that we respond with a
CGeneral Information Letter, which is designed to provide general information, is
not a statenment of Departnent policy and is not binding on the Departnent. See 2
I1l. Adm Code 1200.120(b) and (c), enclosed.

In your letter, you have stated and nmade inquiry as follows:

W are consultants to a conpany that utilizes a major |ong distance

tel ecommuni cations carrier ('CARRIER). On behalf of our client
(' COWPANY' ) operating in Illinois, which desires to remain anonynous,
we hereby submit a request for a General Information Letter, pursuant
to 2 Ill. Admin. Code § 1200.120. W appreciate this guidance on an
issue related to the Illinois Tel ecommuni cati ons Excise Tax Act (the
"ACT").

COVMPANY is not the subject of an audit by the Departnent, nor is
litigation to which COVMPANY is a party pending with the Departnent.

FACTS

COMPANY wutilizes CARRIER s long distance services pursuant to a
contract in which it has commtted to use CARRIER s services at a
certain dollar volunme level for a period of three years. CARRIER in
turn has commtted to deliver services at certain favorable rates for
the sane period. The rates are standard tariff rates that are
di scounted proportionate to the volume and term commitnent made by
COVPANY.

In addition to the nonthly discounts, the contract also includes a
provi sion that COVWANY would receive certain credits ('CREDITS ) at
specified periods of tine.

The first of the CREDITS is referred to as a 'conversion credit?® Thi s
credit was given to COMWANY in the third nmonth of the contract, in the
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form of a credit neno nailed separately from the bill. COMPANY was
instructed to sinply subtract the credit anpunt from its paynent on
that nonth's bill.

In the nonth the credit menm was to be applied, the Illinois
Tel ecommuni cati ons Excise Tax was conputed on CARRIER s invoice based
on discounted service and usage charges but wthout regard to the
CARRIER CREDI T that was to be taken against it.

The second, third, and fourth CREDITS were received by COWPANY in
subsequent nonths as specified in the contract. They were understood
by COWPANY to be in the nature of signing bonuses.? These credits
appeared directly on the bills, as opposed to being issued in the form
of credit nenos. They appeared on the bills below the tax line as a
negative dollar value, the effect of which was to reduce the current

amount due for that nonth. As in the case of the credit nenp, the
[Il'inois Telecomunication Excise Tax was applied on pre-credit
char ges.

COVMPANY believes CARRIER overcharged the Illinois Tel ecomunications
Excise Tax with respect to CREDITS and that a tax refund is due from
CARRI ER. CARRI ER has comunicated its position that the Illinois

Exci se Tax should be based upon the charge for services before credits
are appli ed.

DI SCUSSI ON

We understand that the Illinois Tel econmuni cati ons Excise Tax Act (the
"ACT') inposes a tax upon the act or privilege of originating or
receiving intrastate or interstate telecommnications by a person in
I1linois at a rate of 7% of the gross charge for such
t el ecomuni cations purchased at retail and billed to a service address

in Illinois. Under the ACT, gross charges are defined as the anount
paid for the act or privilege of originating or receiving
tel ecommuni cations in Illinois and for all services and equipnent

provided, valued in noney, whether paid in noney or otherw se,
including cash, «credits, services and property of every kind or
nat ur e.

CARRI ER s responses suggest that it associates the word 'credits' as
used in the ACT with the CRED TS described above. According to
CARRI ER, CREDITS are to be included in gross charges, and therefore no
tax refund is due COVPANY. Assuming that this is the line of
reasoning that CARRIER intended, we would like to nake severa
observati ons:

(1) The word 'credits' as used in the ACT refers not to what m ght
be furnished to the custonmer, but the reverse (what a customer
m ght grant to its carrier). The context seens to address the
possi bl e paynent arrangenents ('cash, credits, services and
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property of any kind') that could be fashioned to satisfy the
custoner's financial obligation to its teleconmunications
carrier in the event that a reciprocal business relationship
exi sted and the custonmer wanted to issue a credit of its own.
Under st andably, this provision had to be incorporated into the

ACT so that bartering arrangenents and the like would not
serve to reduce gross charges below the true value, in noney,
of the telecommunications services? If this indeed is the

intention of the ACT, then the word 'credits' in this portion
of the ACT cannot be associated with CRED TS, since CRED TS
were not issued by COVPANY, but by CARRI ER

(2) If CARRIER is correct in associating the word "credits" in
the Act with CREDTS, then difficulties still remain wth
CARRI ER s position. To argue that credits should be subject to
tax and then to fail to acknow edge that tax on a credit would
have to itself be a credit, i.e., a negative nunber, is to
contradict logic, not to mention mathematical principles.

Whet her the ACT's use of the word 'credits' refers to what mght be
furnished by a carrier, or to the type of credits which mght be
i ssued by a carrier's custoner, the outconme should be the same, in our
Vi ew. The ACT defines gross charges as the anmount paid for
t el ecommuni cati ons, val ued in noney. The anmount paid was, in a sense,
cash and CREDI TS. To determine what the effect of a credit would be
on determning the value, in noney, of telecommunications, it is
necessary to examne the source of the credit. CRED TS in the context
of this contract were not issued in exchange for any goods or services
provi ded by COWPANY to CARRI ER CREDI TS were not purchased, traded

for, or originated like barter currency stenmng from another
transaction.®* In the larger view, CREDI TS have no nonetary value of
t heir own.

CREDITS in this context are sinply the additive inverse of the quoted
per mnute price of telecommnications, being derived solely from a
mani pul ation of per mnute rates in the contract negotiations.
(CARRIER has a degree of flexibility in building CREDITS into a
negotiated contractual price, therefore, CREDITS are an integral

component of the price for telecomunications services). If this is
true, then the anount paid for telecomunications, valued in noney, is
clearly the wusage charges, |ess discounts, |ess CRED TS G oss

charges nust then be equated with anount of the check that COVPANY
wrote when they paid the invoice that nonth. W believe that this is
the sinplest and nost straightforward concl usi on when wei ghing how to
treat CREDI TS under the ACT.

VWhi chever of the two interpretations of the word 'credit' in the ACT
is deenmed to be correct, it appears that the effect of CRED TS woul d
be to reduce the pre-credit invoiced total to the true value of
services in noney. This anmount would constitute gross charges for
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purposes of taxation per the ACT. For COWPANY, the value of the
tel ecommuni cati ons service in noney is the anount it actually ended up
paying to satisfy its obligation to CARRI ER

CARRI ER al so argues that CREDI TS are considered cash and are properly
treated as cash. However, an essential difference exists between cash
and the type of credits that are being discussed in this letter.
Unli ke cash, CREDITS did (do) not have nonetary power or value in
t hensel ves. Conpany did not earn CREDI TS in the marketplace, and has
no power to sell or exchange CREDI TS in the marketplace. The only use
for CREDITS is as application against CARRI ER s invoices. CARRI ER s
assertion that CREDI TS are to be treated |ike cash ignores fundanenta
di fferences between cash and CREDI TS.

CARRIER also maintains that CREDITS are not discounts, not being
comput ed upon usage, and asserts that the ACT provides no 'exenption'
fromgross charges for such credited anpunts.

It is true that CREDITS were a negotiated set amount, fixed before the
service was to begin, and that discounts are generally a percentage of
actual usage. However, whether a credit is (a) calculated upon actua

usage or, (b) negotiated at the inception of the contract as a flat
anmount, the ACT makes no such distinction when defining gross charges.

It should again be noted that credits such as those discussed here are
generally viewed by all parties in a negotiation as a pronotional

tool, and that they sinply have to be factored into the whol e equation
when determning the true price on the table. I nvari ably, companies
purchasing telecomunications on term contracts are intent upon
determ ning the actual, net per mnute rate being offered, in order to
compare anong a nunber of bidders vying for the business. One-tine or
periodic credits would undoubtedly be considered, just |ike discounts,
as integral conponents of a termcontract when arriving at an 'applies
to applies' cost conparison. This would be equally true whether the
credit is labeled a conversion credit, an installation credit,
incentive credit, a signing bonus, or any other sort of deduction from
t he eventual anount paid for tel econmunications service®

Additionally, the fact that CREDITS were designated in the contract
(which becane a tariff filed with the FCC) argues that they are as
much a conponent of price as the discounts designated within the
contract. Therefore, it must be concluded that both di scounts as wel
as CREDITS nust all be taken into account when establishing 'the
anmount paid for originating or receiving telecommnications in
II'linois state....

Pl ease advise us how CREDI TS as described in this letter should be
treated when determ ning taxable base of COVWANY' s tel ecomrunications
charges, and whether, in your opinion, COWANY is due a refund of
I111nois Tel ecommuni cati ons Exci se Tax from CARRI ER
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If you have any questions or need additional information, | can be
reached at ####. Thank you.

The Tel ecommuni cations Excise Tax Act, 35 ILCS 630/3 (1996 State Bar
Edition), inposes a tax upon the act or privilege of originating or receiving
intrastate or interstate tel econmunications by a person in this State at the rate
of 7% of the gross charges for such tel ecommuni cati ons purchased at retail froma
retailer by such person. "Gross charges" neans the ampunt paid for the act or
privilege of originating or receiving telecomunications in this State and for
all services and equi prent provided in connection therewith by a retailer, val ued
in noney whether paid in noney or otherw se, including cash, credits, services

and property of every kind or nature, and shall be determned wthout any
deduction on account of the cost of such telecomunications, the cost of
materials used, |abor or service costs or any other expense whatsoever. 35 I|ILCS
630/ 2(a) . See also 86 IIl. Adm Code 495.100, enclosed. “Amount paid” is

defined as the anpbunt charged to the taxpayer’s service address in this State
regardl ess of where such anmobunt is billed or paid. 35 ILCS 630/2(b). As such,
credits in the form of bonuses, such as signing bonuses and contract bonuses, are
subj ect to Tel ecomruni cati ons Excise Tax.

I hope this information is helpful. The Department of Revenue maintains a
Wb site, which can be accessed at ww. revenue.state.il . us. If you have further
guestions related to the Illinois sales tax |aws, please contact the Departnent's

Taxpayer Information Division at (217) 782-3336.

If you are not under audit and you wish to obtain a binding Private Letter
Rul i ng regardi ng your factual situation, please submt all of the information set
out initens 1 through 8 of the enclosed copy of Section 1200.110(b).

Very truly yours,

G na Roccaforte
Associ at e Counsel

GR: nsk
Enc.

! The term 'conversion credit' is used in acknow edgenent of the fact that it

generally takes a large, nulti-location custoner several nonths to make the
switch fromone carrier to another, and this can be costly to a custoner. On the
date when a custoner's contractual commtnent to the old carrier ends, the old
carrier's rates automatically revert back to standard tariff rates, wthout
di scounts. A significant expense is incurred in the nonths it takes a custoner
to achieve a full cutover to the new carrier. A conversion credit may be given
by the new carrier to |l essen the budget inpact of that additional expense.
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! In the tel ecommuni cations industry a 'signing bonus' or 'pronotional credit'’

is a tool often used by telecomunications carriers in conpetitive bidding
situations. W have surm sed several uses for signing bonuses. One use may be
to help obscure view the real 'bottom line' per mnute rate from the public.
Such credits conplicate the calculation of the real negotiated per-mnute rate,
and the less these negotiated rates are common know edge, the better off carriers
are in negotiations with other custoners. Anot her use may be the psychol ogi cal
appeal of receiving a rebate of a large sum of noney all at once, as conpared to
a |l ess appealing percentage rate reduction over time. (Qbviously, it is not |ost
on consuners (at |east not on sophisticated consuners like |arge corporations)
that wth respect to these signing bonuses, conversion credits, rebates, etc.,
the true price of service has to incorporate all such special credits into the

equati on. In the case of the contractual arrangenent which is the subject of
this letter, COWANY's understanding during the negotiations was that CRED TS
were an integral component of pricing. In fact, COWANY states that it

comuni cated its preference to dispense with the second, third and fourth CRED TS
and sinply pay a lower per minute rate consistent with the value of the credits.
However, according to COWANY, CARRIER conveyed its desire to utilize such
credits in the pricing arrangenment (at which point COWANY acquiesced since the
true cost of service would be the about the sane either way.)

! Apparently, the intention of the ACT here is to deter taxpayers from
understating the market value of teleconmunications service. Thus, it is narket
val ue that nust be determ ned, as market value is equated with taxabl e base. Per
the ACT, market value is sinply to be determi ned by what is actually paid, valued
in noney. COVMPANY was not taxed on what it paid for tel ecommunications, but what
it was billed before CRED TS. In our opinion, this would argue for a refund of
tax from CARRIER wth respect to CRED TS.

! One of the primary objectives of tariffs is to nmake public disclosure of all
terms of carrier-customer contracts, the key elenent of which is price. The
contract referred to in this letter was a specialized tariff filed with the
Federal Communi cati ons Conmi ssi on. This means that there are no other terns,
under st andi ngs, or arrangenments apart fromthis contract. CRED TS then, being a
key component of the contract, cannot be separated from the price of the
t el ecommuni cati ons provided under the contract; neither do CRED TS have any val ue
or effect on their own apart from the contract, notw thstanding CARRIER s
assertions to the contrary.

> A principle's logic can often be tested by applying extrenme circunstances and

then weighing the outcone. Suppose a carrier offers to provide $5,000 in
tel ecommuni cati ons service under an arrangenent where carrier will bill client
for $100,000, and wll <concurrently provide a credit of $95 000 which the
custoner will apply against the invoice. (This is not to infer that a carrier
could legally do this under current tariff regul ations.) CARRI ER s
interpretation of the ACT would nean that this custoner would pay nore for tax
t han servi ce. (The custoner's paynment check would be for $12,000, the sum of
$5,000 for telecomunications service and $7,000 tax.) In our opinion, this

hypot heti cal situation



